AUTHENTICATED
U.S. GOVERNMENT
INFORMATION

GPO

S. HrG. 114-6

EXAMINING THE REGULATORY REGIME FOR
REGIONAL BANKS

HEARING

BEFORE THE

COMMITTEE ON
BANKING, HOUSING, AND URBAN AFFAIRS
UNITED STATES SENATE

ONE HUNDRED FOURTEENTH CONGRESS
FIRST SESSION
ON

EXAMINING THE IMPACT OF THE EXISTING REGULATORY FRAMEWORK
ON REGIONAL BANKS

MARCH 19, 2015

Printed for the use of the Committee on Banking, Housing, and Urban Affairs

&

Available at: http:/www.fdsys.gov/

U.S. GOVERNMENT PUBLISHING OFFICE
93-950 PDF WASHINGTON : 2016

For sale by the Superintendent of Documents, U.S. Government Publishing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001



COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS
RICHARD C. SHELBY, Alabama, Chairman

MICHAEL CRAPO, Idaho SHERROD BROWN, Ohio

BOB CORKER, Tennessee JACK REED, Rhode Island

DAVID VITTER, Louisiana CHARLES E. SCHUMER, New York
PATRICK J. TOOMEY, Pennsylvania ROBERT MENENDEZ, New Jersey
MARK KIRK, Illinois JON TESTER, Montana

DEAN HELLER, Nevada MARK R. WARNER, Virginia

TIM SCOTT, South Carolina JEFF MERKLEY, Oregon

BEN SASSE, Nebraska ELIZABETH WARREN, Massachusetts
TOM COTTON, Arkansas HEIDI HEITKAMP, North Dakota
MIKE ROUNDS, South Dakota JOE DONNELLY, Indiana

JERRY MORAN, Kansas

WiLLiaM D. DUHNKE III, Staff Director and Counsel
MARK POWDEN, Democratic Staff Director

JELENA McWILLIAMS, Chief Counsel
DANA WADE, Deputy Staff Director
BETH ZORC, Senior Counsel
JACK DUNN III, Professional Staff Member

LAURA SWANSON, Democratic Deputy Staff Director
GRAHAM STEELE, Democratic Chief Counsel
PHIL RUDD, Democratic Legislative Assistant

DAWN RATLIFF, Chief Clerk
TrOY CORNELL, Hearing Clerk
SHELVIN SIMMONS, IT' Director

JiMm CROWELL, Editor

an



CONTENTS

THURSDAY, MARCH 19, 2015

Page
Opening statement of Chairman Shelby ..........cccccoiiiiiiiiiiieiiiiiiecceeee 1
Opening statements, comments, or prepared statements of:
SeNAtor BrOWIL ...oooiiiiiiiiieiiee ettt 2
WITNESSES
Daniel K. Tarullo, Governor, Board of Governors of the Federal Reserve
SYSTEIM .ottt ettt ettt e st et e et e e te e e b e e tae et eeeabeenbeeesbeeaeeenseennas 4
Prepared statement ...........cccocccviiiiiiiiiiecce e 32
Responses to written questions of:
Senator Brown 44
Senator Vitter 51
Senator Toomey 53
Thomas J. Curry, Comptroller, Office of the Comptroller of the Currency ........ 5
Prepared statement ...........cccocccviiiiiiiiiiice e 35
Responses to written questions of:
SeNator TOOMEY .....cccveeruiieiieiiiiiiierie ettt ettt ete et seeeebeesebeeereeeseeenas 57
Martin J. Gruenberg, Chairman, Federal Deposit Insurance Corporation . 7
Prepared statement ..........cocooiiiiiiiiiiii e 39
ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD
Systemic Importance Indicators for 33 U.S. Bank Holding Companies: An
Overview of Recent Data, submitted by Chairman Shelby ...........ccccoeeevernnnns 61
BCBS Systemic Importance Indicators, submitted by Chairman Shelby ........... 68
Tailored Key Elements of Enhanced Prudential Regulation, submitted by
SeNAator BrOWIl ...c..oooiiiiiiiiiiiiiteeee e 69






EXAMINING THE REGULATORY REGIME FOR
REGIONAL BANKS

THURSDAY, MARCH 19, 2015

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:01 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Hon. Richard C. Shelby, Chairman of the Com-
mittee, presiding.

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY

Chairman SHELBY. The hearing will come to order.

This week and next, the Committee will examine the impact of
the existing regulatory framework on regional banks. Today, we
will hear from regulators on the current regulatory construct and
whether it should be imposed on these institutions.

Regional banks fulfill a critical role in their communities. They
represent what we all recognize as traditional banking. They, for
the most part, take deposits so that they can provide residential,
small business, and commercial loans. This is the fuel that drives
local and regional economic growth.

Unfortunately, these banks have been placed in a regulatory
framework designed for large institutions because of an arbitrary
asset threshold established by the Dodd-Frank Wall Street Reform
and Consumer Protection Act. The title of the Act says “Wall
Street,” but today, we are talking about banks that call Bir-
mingham, Alabama, and Cincinnati, Ohio, home. The Dodd-Frank
framework subjects all banks with assets of $50 billion or more to
enhanced prudential standards, which carry heightened capital re-
quirements, leverage, liquidity, concentration limits, short-term
debt limits, enhanced disclosures, risk management, and resolution
planning. Five years after this new regulatory framework was con-
ceived, I believe it is appropriate today to revisit its suitability for
these particular institutions.

Many experts have expressed concern about an arbitrary $50 bil-
lion threshold as an automatic cut-off for systemic risk. I share
their concerns. It has been said that regulators should not apply
macroprudential rules to those institutions that do not pose
macroprudential risk. I could not agree more.

I have also been a proponent of prudent regulation and strong
capital requirements. I believe we must, however, consider the eco-
nomic impact of subjecting banks that are not truly systemically
risky to enhanced prudential regulation. I think we also must ask
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whether the existing regulatory framework is the best use of the
regulatory resources.

Today, I would like to hear from the witnesses whether the $50
billion threshold is the appropriate and most accurate way to deter-
mine systemic risk in our banking sector. For example, a recent
paper by the Office of Financial Research examines broad indica-
tors used by global bank regulators to determine when a bank is
systemically important. In fact, global bank regulators do not focus
strictly on asset size. Rather, they take a broader view of the
bank’s total exposures that captures activities beyond assets.

The Office of Financial Research report takes into account the
bank’s size, interconnectedness, complexity, among other factors,
and applies this criteria to regional banks in the U.S. The results
of this analysis show that regional banks generally pose a small
fraction of the risk to the financial system compared to the largest
banks. The report states that the data set, quote, “is a significant
step in quantifying specific aspects of systemic importance.”

What this analysis reveals is in stark contrast with the in or out
approach mandated by the $50 billion threshold. Some supporters
of this automatic in or out approach to systemic risk argue that the
regulators can tailor requirements based on the institution’s size.
I believe what this argument fails to take into account is that the
law that established this regulatory framework is very prescriptive
on how the regulators can tailor their regulations.

For example, under the current system, a $51 billion bank must
receive disparate treatment from regulators compared to a $49 bil-
lion bank. This statute, I believe, effectively ties regulators’ hands
from taking into account a holistic view similar to that employed
by the Office of Financial Research in its analysis on systemic risk.

A regulatory system that is too constrictive is not a system that
will allow our banks to thrive or our consumers and businesses to
have access to affordable credit. Moreover, a system that directs
regulators’ resources away from issues of systemic importance
raises questions of whether regulators are adequately focused on
protecting the economy and American taxpayers from the next cri-
sis.

When the Ranking Member and I first met to discuss the agenda
of the 114th Congress, I thought we shared a common interest that
the SIFI threshold was one of a number of topics on which we
should focus. Today, we will begin that effort.

Senator Brown.

STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. Thank you, Chairman Shelby, and thank you to
the witnesses today and thank you all for your public service over
the years.

I appreciate the Chairman calling this hearing to examine the
regulation of regional banks. It is an important topic. We held a
hearing last July on a similar topic. Unfortunately, it seemed to
raise more questions than it provided answers. I hope these next
two hearings, this week with the regulators and next week with
banks, will help us to advance the conversation as we work to en-
sure that prudential regulations for regional banks, for midsize
banks, are crafted appropriately.
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This is a topic that is important to me because I have seen the
effects on a community when a regional bank takes excessive risks.
National City Corporation was a super-regional bank founded in
Cleveland in 1845. It weathered all the bank panics of the 19th
century and the Great Depression of the 20th, but it no longer ex-
ists today. In 2007, National City was the ninth largest U.S. com-
mercial bank, having $140 billion in assets. Less than a year later,
it had been sold to PNC in Pittsburgh with the assistance of $7 bil-
lion in taxpayer dollars.

National City’s downfall is a case study in management mistakes
and regulatory failures. The OCC, for example, allowed the bank
to buy back $3 billion of its own stock in early 2007, months before
its failure. A Federal Reserve witness before my subcommittee in
2011 called the events at National City, quote, “a collective failure
of imagination by the banks and by the regulators.”

Even near-failures have costs. Though National City did not
technically fail, 4,000 people lost their jobs, many of them in my
hometown in Cleveland. National City’s management and our regu-
lators failed those workers and communities across my State and
across a number of States.

Congress responded to this and the failures of other institutions
by passing Dodd-Frank and directing agencies to institute stand-
ards like capital and liquidity and risk management and stress
testing to lower the likelihood and the costs of large bank holding
company failures.

In 2010, American Banker wrote that many of the powers in
Title I of Dodd-Frank were not new. They were put there as a di-
rective from Congress to the regulators to use their authorities in
ways that have teeth. That is why one bank lobbyist said, “When
the President signed the financial reform law, that was halftime.
The legislators left the field. Now, it is time for the regulators to
take over. We want to see that we do not over-regulate here,” un-
quote.

I agree, we should not over-regulate. So did the authors of Dodd-
Frank. We often hear that a $50 billion bank should not be treated
the same way as JPMorgan Chase. I agree on that, too. Dodd-
Frank did not go as far as I would have liked in some respects, but
in other respects, it struck a pretty good balance. It called for
heightened rules for large bank holding companies but directed
regulators not to take a one-size-fits-all approach. These rules were
not meant to cover just the too-big-to-fail banks nor just the sys-
temically important banks. They were meant to cover institutions
like National City.

That is why enhanced prudential standards increase in strin-
gency as institutions grow larger. Regulators have proposed or im-
plemented different rules that apply to banks with $50 billion or
more in assets, rules that apply to banks with 250 or more in as-
sets, and rules that apply to banks with 700 or more in assets, the
way it should be. Further, the law allows regulators—and this is
key, I believe—the flexibility to lift the thresholds for some of these
standards.

I hope that in the process of these hearings and our discussions
we explore the benefits and the burdens of specific regulations and
whether issues are being caused by the law or its implementing
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regulations. Enhanced prudential standards are important, not just
to respond to the last crisis, but also to prevent the next one. The
failure of a single large institution can create systemic risk, but so
can multiple failures of similar small or medium-size institutions.

The term “too big to fail” originated from the failure of the $40
billion bank Continental Illinois in 1984. In today’s dollars, it
would have been a $90 billion bank.

I look forward to hearing our witnesses are using their authority
to tailor their regulations to the institutions and activities that
present the most risk while not becoming complacent and taking
their eyes off of all potential sources of risk. Our imaginations have
failed us more than once when it comes to anticipating problems.
We should make sure we do not let it happen again.

Thank you, Mr. Chairman.

Chairman SHELBY. Thank you.

Without objection, I would like to enter into the record now the
Office of Financial Research Brief 15-01 and the OFR Table of Sys-
temic Importance Indicators.

Our witnesses today include Governor Daniel Tarullo, a member
of the Board of Governors of the Federal Reserve System, who is
no stranger to this Committee; Comptroller Thomas Curry of the
Office of the Comptroller of the Currency, who is no stranger, ei-
ther; and also Martin Gruenberg of the Federal Deposit Insurance
Corporation, who was a longtime staffer here. Welcome, gentlemen.

Governor, we will start with you.

STATEMENT OF DANIEL K. TARULLO, GOVERNOR, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. TarULLO. Thank you very much, Mr. Chairman, Senator
Brown, and other Members of the Committee.

In response to your request for comments on possible adjust-
ments to statutory thresholds for mandatory application of certain
forms of prudential regulation, let me begin with three comments.

First, Dodd-Frank’s creation of different tiers of prudential regu-
lation was a very important step forward in dealing with the prob-
lem of too-big-to-fail and larger institutions. The approach of re-
quiring enhanced prudential standards for larger, significant insti-
tutions is an important method of promoting financial stability, as-
suring the availability of credit for American businesses and house-
holds, and countering moral hazard, while taking into account the
relative costs and benefits of different forms of regulation to banks
of different sizes and scope of activities.

Second, it is worth considering whether the threshold as applied
to smaller institutions within this range might be adjusted in light
of experience to date. As I have said before, it may be sensible to
exempt community banks completely from certain regulatory re-
quirements where this would reduce compliance costs with little or
no cost to safety or soundness. It is also worth thinking about some
adjustment to the $50 billion threshold in Section 165, a point to
which I will return in a moment.

Third, any possible change in these thresholds should be limited
to specifying the universe of banks for which it is mandatory that
certain regulations apply. It is critical that the three banking agen-
cies in front of you today retain discretion to require prudential
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measures, including things such as more capital or liquidity, for
specific firms or groups of firms when necessary to ensure the safe-
ty and soundness of those institutions.

Coming back now to the issue of the $50 billion threshold, let me
first note that we have implemented the enhanced prudential
standards requirements in accordance with the Section 165 cri-
terion of increasing stringency depending on the systemic impor-
tance of the banks as determined through application of the rel-
evant statutory factors. In essence, we have created three cat-
egories for firms in that group, that universe of banks of $50 billion
or more. So, there is already a good bit of tiering as we have taken
advantage of the flexibility granted to us.

Now, one might debate whether even the less restrictive forms
of those standards as applied to a $50 billion institution should be
mandatory or just left to supervisory discretion. But, I would say,
in trying to be responsive to the questions the Committee is asking,
that the issue is most clearly joined with respect to supervisory
stress testing. The incremental supervisory costs for us of doing
this entire universe of banks are significant. The resource demands
on the institutions are substantial. The marginal benefits for safety
and soundness for that group of $50 to $100 billion institutions
seem rather limited. And, finally, our ability to tailor to these
smaller institutions is more constrained in the context of a super-
visory stress test with the three required scenarios than in those
other enhanced prudential standards areas I was referring to a mo-
ment ago.

That is, even though we do vary some of the qualitative expecta-
tions we have for the smaller banks in the stress test, the basic ap-
plication of supervisory scenarios, comparable loss functions, and
other elements of the test create a baseline of a considerable
amount of detail and resource expenditure for the affected banks.
So, I think this is an example of where things are less susceptible
to significant tiering and, thus, the decision at its root tends to be
a bit more of a binary one, that is, the bank is either in or it is
out.

Thank you for your attention, and I would be pleased to answer
any questions you might have.

Chairman SHELBY. Thank you.

Mr. Curry.

STATEMENT OF THOMAS J. CURRY, COMPTROLLER, OFFICE
OF THE COMPTROLLER OF THE CURRENCY

Mr. Curry. Chairman Shelby, Ranking Member Brown, and
Members of the Committee, thank you for the opportunity to dis-
cuss the OCC’s experience with Section 165 of the Dodd-Frank Act
and our approach to tailoring our regulatory and supervisory expec-
tations to the size and complexity of the individual institutions we
supervise.

Because the focus of Section 165 as it applies to the banking sec-
tor is on bank holding companies, almost all of the authorities
under this section are assigned to the Federal Reserve System. The
only area in which the OCC has direct rulemaking authority in-
volves the mandated company-run stress tests for banks with con-
solidated assets of more than $10 billion.
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To the extent permitted by the statute, we tailored our require-
ments to distinguish between those that apply to banks with assets
between $10 and $50 billion in assets and those with assets in ex-
cess of $50 billion. Otherwise, the OCC’s role in Section 165 is lim-
ited to a consultive one on matters affecting national banks.

However, national banks typically comprise a substantial major-
ity of the assets held by bank holding companies with consolidated
assets of $50 billion or more, and the national bank is typically the
dominant legal entity within each company. Consequently, I would
like to focus my remarks on how we use our existing supervisory
tools that are similar to the provisions of Section 165 in our pru-
dential oversight of national banks and Federal savings associa-
tions.

It is very important that the OCC retain the ability to tailor and
apply our supervisory and regulatory requirements to reflect the
complexity and risk of individual banks. As my written testimony
describes, we have taken a number of initiatives to ensure that
banks that pose heightened risk to the financial system are subject
to much higher requirements than those with lower risk profiles.
While a bank’s asset size is often a starting point in our assess-
ment of appropriate standards, it is rarely, if ever, the sole deter-
minant.

For example, while most banks in our midsized portfolio fall into
the $8 billion to $50 billion range, this portfolio also includes sev-
eral banks that exceed $50 billion in assets. These banks have
business models, corporate structures, and risk profiles that are
very different from other institutions in our large bank portfolio,
which typically have national or global operations, complex cor-
porate structures, or extensive exposures in the wholesale funding
and capital markets. This flexible approach, which considers both
size and risk profiles, allows us to transition and adjust the inten-
sity of our supervision and our supervisory expectations as a bank’s
profile changes.

Our approach of tailoring requirements to different types of insti-
tutions can also be seen in our implementation of capital, liquidity,
and risk management standards for the banks we supervise. While
our standards are separate from the enhanced prudential stand-
ards that the Federal Reserve issues under Section 165, we believe
they are consistent with the statute’s intent and provisions.

For example, the interagency capital requirements applicable to
national banks, including those related to market and operational
risks, and the enhanced leverage ratio requirements, generally only
apply to the largest banks that have significant trading activities
and complex operations. The capital rules, however, also allow the
OCC to require additional capital based on an individual bank’s cir-
cumstances, regardless of its size. This ability to require an indi-
vidual bank to maintain capital levels above regulatory minimums
is especially important when we encounter banks that have signifi-
cant concentrations in certain loan products or market segments,
and we regularly exercise this discretion.

For our largest banks, generally those over $50 billion in assets,
we have also developed a set of heightened standards for risk man-
agement and corporate governance that reflect the greater size,
complexity, and risk that these institutions represent. For example,
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these standards focus on the need for an engaged board of directors
that is capable of providing an independent perspective and a cred-
ible challenge to management. The standards also address the need
for a robust audit function and a compensation structure that does
not encourage excessive risk taking.

Finally, let me reiterate that there are very considerable dif-
ferences not just between community banks and large institutions,
but among the large banks themselves. Our approach recognizes
the differences in size, complexity, and risk among the large banks
and thrifts we supervise and it ensures that the appropriate degree
of supervisory rigor is targeted to each institution.

Thank you, and I look forward to answering your questions.

Chairman SHELBY. Thank you.

Mr. Gruenberg.

STATEMENT OF MARTIN J. GRUENBERG, CHAIRMAN,
FEDERAL DEPOSIT INSURANCE CORPORATION

Mr. GRUENBERG. Chairman Shelby, Ranking Member Brown,
and Members of the Committee, I appreciate the opportunity to
testify on the regulatory regime for regional banks.

Section 165 of the Dodd-Frank Act requires enhanced prudential
standards for bank holding companies with total consolidated as-
sets equal to or greater than $50 billion, while providing regulatory
discretion to tailor standards to the size and complexity of the com-
panies. The companies that meet the $50 billion threshold rep-
resent a significant portion of the U.S. banking industry and also
represent a diverse set of business models.

As part of its research on community banks, the FDIC developed
criteria to identify community banks. Based on that criteria, 93
percent of all FDIC-insured institutions with 13 percent of FDIC-
insured institution assets currently meet the criteria of a commu-
nity bank. This includes over 6,000 institutions, of which nearly
5,700 have assets under a billion dollars. By contrast, regional
banks are much larger in asset size than a typical community bank
and typically have expanded branch operations and lending prod-
ucts serving several metropolitan areas and may do business across
several States. In addition, the Deposit Insurance Fund would face
a substantial loss from the failure of even one of these institutions.

Section 165 provides the FDIC with explicit responsibilities in
two substantive areas related to prudential standards: resolution
plans and stress testing. In both areas, the FDIC has tailored re-
quirements to fit the complexity of the affected institutions.

Resolution plans, or living wills, are an important tool for facili-
tating the orderly failure of these firms under the bankruptcy code.
In 2011, the FDIC and the Federal Reserve jointly issued a final
rule implementing the resolution plan requirements for bank hold-
ing companies with assets equal to or greater than $50 billion in
consolidated assets. The agencies used their statutory discretion to
develop a joint resolution planning rule which recognizes the dif-
ferences among institutions and scales the regulatory requirements
and potential burdens to the size and complexity of the institutions
subject to the rule.

For their initial submissions, bank holding companies with less
than $100 billion in total nonbank assets and 85 percent or more
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of their assets in an insured depository institution were generally
permitted to submit tailored resolution plans that simplify the task
of creating a living will. Nearly all the U.S. institutions in this cat-
egory filed tailored plans. The joint rule also allows the agencies
to modify the frequency and timing of required resolution plans,
which we have done.

The Dodd-Frank Act also requires the Federal banking agencies
to issue regulations requiring financial companies with more than
$10 billion in total consolidated assets to conduct annual stress
tests. The FDIC’s stress testing rules, like those of the other agen-
cies, are tailored to the size of the institutions, consistent with the
expectations under Section 165 for progressive application of the
requirements. Under the agencies’ implementing regulations, orga-
nizations in the $10 to $50 billion asset size range have more time
to conduct the tests and are subject to less extensive information
requirements as compared to larger institutions.

Section 165 establishes the principle that regulatory standards
should be more stringent for the largest institutions. Certainly, de-
grees of size, risk, and complexity exist among the banking organi-
zations subject to 165, but all are large institutions. Some of the
specializations and more extensive operations of regional banks re-
quire elevated risk controls, risk mitigation, corporate governance,
and internal expertise than what is expected from community
banks.

That being said, it is appropriate to take into account the dif-
ferences in the size and complexity of large banking organizations
when forming regulatory standards. The agencies have made ap-
propriate use of the flexibility built into section 165 thus far, and
where issues have been raised by industry, we have tried to be re-
sponsive.

However, we do recognize that more could be done. For example,
the statutory language governing stress testing is more detailed
and prescriptive than the statutory language on other prudential
standards, leaving the regulators with less discretion to tailor the
stress testing process. The FDIC would welcome the opportunity to
work with the Committee on language that would permit greater
flexibility in the stress testing process.

The FDIC also remains open to further discussion on how best
to tailor various enhanced prudential standards and other regula-
tions and supervisory actions to best address risk profiles pre-
sented by large institutions, including regional banks.

Mr. Chairman, thank you, and I would be happy to answer any
questions.

Chairman SHELBY. I thank all of you.

I want to ask this question—a couple of questions to begin with
to all of you, and I would like a yes or no answer to these ques-
tions. We are going to have a lot of questions.

Should a bank that is systemically risky be regulated like a bank
that is, one?

Two, are there any nonsystemically risky banks currently being
regulated as if they were systemically risky because of the statu-
tory $50 billion threshold?

Governor, we will start with you.
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Mr. TARULLO. Senator, could I ask you to clarify just a bit the
two questions. Is the systemic importance issue

Chairman SHELBY. Let me just ask the question again. Should
a ;oank that is not systemically risky be regulated like a bank that
is?

Mr. TARULLO. I know you want yes or no, and I am going to
begin by saying no, but I just do want to point out that there are
varieties of systemic riskiness or importance.

Chairman SHELBY. I understand. You can elaborate.

Mr. TARULLO. OK.

Chairman SHELBY. What about are there any nonsystemically
risky banks currently being regulated as if they were systemically
risky because of the statutory $50 billion threshold?

Mr. TArRULLO. I would say, to a degree, yes, in the stress testing
area.

Chairman SHELBY. Yes, basically.

Mr. Curry.

Mr. CURRY. I would answer no to the first question, and poten-
tially yes to the second.

Chairman SHELBY. OK.

Mr. Gruenberg.

Mr. GRUENBERG. Can you repeat the question, because I want to
be careful—

Chairman SHELBY. Yes, I will. Should a bank that is not system-
ically risky be regulated like a bank that is? That is question one.
Yes or no?

Mr. GRUENBERG. No.

Chairman SHELBY. Are any nonsystemically risky banks cur-
rently, to your knowledge, being regulated as if they were system-
ically risky because of the $50 billion threshold?

Mr. GRUENBERG. As a general matter, from my standpoint, no,
Mr. Chairman.

Chairman SHELBY. OK. Another question for all of you. We do
not get this opportunity every day. I mentioned in my opening
statement a recent report by the Office of Financial Research that
examines broad indicators to determine whether a bank is system-
ically important. Do you have any concerns with the methodology
described by the OFR report to measure systemic risk, and do you
believe that the automatic $50 billion threshold is superior to ana-
lytic methodology described in the OFR report to measure systemic
risk? Governor.

Mr. TARULLO. Thank you, Mr. Chairman. Here is where this
issue of systemic importance comes in:

Chairman SHELBY. Sure.

Mr. TARULLO. and there are two ways you can think about
it. One is systemic importance in the sense that high stress or fail-
ure of that particular firm might itself lead to a financial crisis. So,
that is the sort of systemic risk, too-big-to-fail concern that we are
thinking about——

Chairman SHELBY. Absolutely.

Mr. TARULLO. from 6, 7 years ago.

The second form of systemic importance is, if you just reverse the
syntax, importance to the financial system, and that is where just
the sheer size of an institution, the fact that it has a big footprint
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across the country, the fact that its credit intermediation is impor-
tant for American businesses and households, gives it an impor-
tance that, for example, does not attach to a community bank. So,
that is where it is important to take account of those differences.

Now, the OFR report is, to a considerable extent, focused on the
institutions at the very top of the scale, what we have in our
LISCC, Largest Institution Supervision Coordinating Committee
portfolio at the Fed, and the institutions which internationally
have been identified as of global systemic importance.

Now, there, as I think you all know, we do distinguish, first off,
by segregating that group of eight and have special requirements
applicable to them, and second, even among those eight, we vary
the requirements, for example, in our proposal on capital sur-
charges. So, depending on size, complexity, interconnectedness, and
substitutability, the proposed surcharge may be greater or lesser
even among those eight banks.

So, although one will have a different set of views, maybe, on ex-
actly what the right set of criteria are, and a lot of academics and
people internationally, people at the Fed, OFR, have tried to give
their own precise formulas, I think all of those people are engaged
in the same exercise, which is to say, let us identify the systemic
importance of those institutions whose failure would really put the
whole system at risk.

Chairman SHELBY. Governor, again, do you disagree with the
methodology in the OFR report to measure systemic risk?

Mr. TARULLO. We might have some questions about the method-
ology. I know you know this, Mr. Chairman, because you have
heard me on this for 10 years now, but I am very focused on the
vulnerabilities created by short-term wholesale funding at large
capital market institutions, and I, at least my understanding of the
OFR report is it does not weight that as heavily as I would. But,
as I said earlier, I think we are engaged in the same broader exer-
cise.

Chairman SHELBY. Governor, as part of the Financial Stability
Board and the Basel Committee for Banking Supervision, the Fed-
eral Reserve participated in devising what we call a multifactor ap-
proach for assessing the systemic risk for financial institutions.
You are very familiar with this. Could you briefly explain here this
multifactor approach, and do you believe that this approach is a
valid way to determine systemic risk?

Mr. TARULLO. Yes. I have already alluded to it, but let me be a
bit more specific.

Chairman SHELBY. Yes.

Mr. TARULLO. What the Basel Committee did, and the Fed par-
ticipated very heavily in this, was to try to construct a set of indi-
cators, which, as I say, addressed issues like size, interconnected-
ness, the degree of cross-border activity

Chairman SHELBY. Uh-huh.

Mr. TARULLO. and then to assign some weights to those fac-
tors. Then we took a broad range of large internationally active
banks and ran their characteristics through that template

Chairman SHELBY. Uh-huh.
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Mr. TARULLO. to come up with a ranking of institutions that
might be considered of global systemic importance. That was the
basic exercise.

But, again, I just want to emphasize, that effort was oriented to-
ward the institutions whose failure in and of themselves might cre-
ate a domino effect and have a financial crisis as a result. So, we
were trying to do that assessment for the very significant addi-
tional regulations that are associated with those very largest insti-
tutions.

Chairman SHELBY. Governor, you are familiar with Secretary
Lew’s testimony before the House Financial Services Committee, I
assume, on Tuesday. He said that he is not convinced legislation,
quote, “is required right now to raise the $50 billion threshold until
we determine administrative flexibility is inadequate.”

My question to you, does either the FSOC or the Federal Reserve
currently have administrative flexibility to raise the $50 billion
threshold with respect to prudential standards in Section 1657 It
is my understanding that is statutory.

Mr. TarULLO. That is statutory, and the FSOC has authority to
raise some but not others.

Chairman SHELBY. Not that.

Mr. TARULLO. And not stress testing, right.

Chairman SHELBY. Thank you.

Senator Brown.

Senator BROWN. This chart to the witnesses’ right, and all my
colleagues should have a copy at their desks, highlights significant
tailoring of enhanced prudential standards by the regulators for
bank holding companies above $50 billion in total assets. This is
an easier yes or on question than the two directed from the Chair.
Just to each of you, if you would just say yes or no, does this look
accurate to you?

Mr. TARULLO. No, it does not, Senator.

Senator BROWN. Why is that?

Mr. TARULLO. Well, there are at least two reasons I see, looking
at it quickly. I do not quite know where the $700 billion category
came from. We have breaks for statutory and supervisory reasons
at 1, 10, 50, 250, and then the LISCC portfolio, but this other one,
they may have inferred it from some other things, but it is not one
of our categories. Also, I do not see single counterparty credit limits
up there, either. There may be others.

Senator BROWN. Mr. Curry.

Mr. CURRY. I think, generally, it is correct, Senator. I believe the
$700 billion figure may reflect the cut-off in the enhanced supple-
mental leverage ratio.

Senator BROWN. Mr. Gruenberg.

Mr. GRUENBERG. Senator, since the enhanced prudential stand-
ards are, in significant measure, a bank holding company set of
standards under the Fed, I think I would probably defer to Gov-
ernor Tarullo on the evaluation of this particular chart.

Senator BROWN. OK. Let us get back to that. Let me go in a
slightly different direction.

Governor Tarullo and Chairman Gruenberg observed the statute
allows for tailoring. You have said that. But, there are practical
challenges to tailoring stress tests. Governor Tarullo said the su-
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ervisory benefits of stress testing for banks around $50 or $60 or
570 billion are relatively modest. Chairman Gruenberg alluded to
this when he discussed capital and liquidity, but Section 165 also
includes some standards that are central to preserving safety and
soundness and financial stability.

And, questions for all of you, again, start with you, Governor
Tarullo. How concerned should we be by proposals that would limit
your agency’s longstanding authority to preserve safety and sound-
ness and financial stability of all bank holding companies, regard-
less of size? And, let us go down, starting with you.

Mr. TARULLO. Very concerned, Senator. That is why I included
that as one of my introductory points, that it has been a long-
standing practice of the three agencies in front of you, as validated
by Congress, let me see, 32 years ago, that the Federal banking
agencies have discretion to apply specifically stronger expectations
for particularly banks or a group of banks that pose safety and
soundness risk. Any constraint upon that would be highly problem-
atic.

Senator BROWN. Mr. Curry.

Mr. CUrry. I would agree with Governor Tarullo. The items that
are in Section 165 really are tools, longstanding tools, established
tools that the supervisors have used. So, any direct or, by implica-
tion, limitation on our ability to use those tools on a selective basis
would be problematic.

Senator BROWN. Mr. Gruenberg.

Mr. GRUENBERG. Senator, I agree with the points made by Gov-
ernor Tarullo and Comptroller Curry, and it goes to, to me, an im-
portant issue, as to what the purpose of these enhanced prudential
standards are. As I read them, they basically preserve the under-
lying prudential authorities that the agencies have had and are ba-
sically saying to the agencies, for institutions over a certain size,
they may present particular risk to the financial system. They are
basically telling the regulators to pay attention and, if necessary,
impose more stringent standards. I think that is the purpose and
that is, in significant measure, the value. But, I think the premise
was that the underlying prudential authorities that we had would
be preserved, and I think that is probably for us the threshold
issue here.

Senator BROWN. Thank you.

One financial sector analyst’s note about this hearing said that
raising the $50 billion threshold, and I quote, “would open the door
to more freedom for banks to distribute capital to shareholders in
the form of buy-backs and dividends and would pave the way to
more M&A activity as banks worry less about crossing the $50 bil-
lion threshold designation.”

Should we be giving a priority, then, to dividends and buy-backs
and consolidation at the expense of financial stability? And, I will
start with Mr. Gruenberg this time.

Mr. GRUENBERG. No, Senator.

Senator BROWN. Mr. Curry.

Mr. CURRY. No.

Mr. TARULLO. So, Senator, obviously not. I mean, that is not
what motivates it. I think what should motivate it is the question
of how much safety and soundness benefit do we get out of this
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particular approach, which is the stress testing. I think that as you
saw by looking at the stress test results this year, in fact the small-
er regional banks are very well capitalized. So, it is really just a
question of the expenditure of resources and how much safety and
soundness benefit you get for that.

Senator BROWN. Mr. Gruenberg, one more question, if I could.
The failure of the $30 billion thrift IndyMac, a traditional lender
under $50 billion in assets, cost the FDIC fund about $12 billion.
What did their failure mean for the market and for the DIF and
which enhanced prudential regulations would help mitigate those
effects in the future for a bank that size?

Mr. GRUENBERG. It is a good question, Senator. As you know,
IndyMac was the most costly failure during this recent crisis to the
Deposit Insurance Fund, and, I think, may have been the most
costly failure the Fund has ever experienced for a single institu-
tion. And, it presented significant resolution challenges, because,
frankly, the institution was in such bad shape that there was no
available acquirer for it. We had to establish a bridge company to
manage it over a period of several months to have an orderly wind-
down, which is one of the reasons for the cost of the failure.

And, it certainly had consequences. It was a California institu-
tion, and it had consequences for the community and region in
which it operated. It is fair to say, given the fragile financial envi-
ronment generally at the time, it may have had broader impacts
in terms of perceptions about the vulnerability of the mortgage
market.

The point is that an institution even of that size could have, cer-
tainly, significant consequences for the Deposit Insurance Fund
and considerations for the financial system more broadly. Among
the provisions of Dodd-Frank, of the enhanced prudential stand-
ards, the stress test is the one provision that would have applied,
and in retrospect, had they had stress testing as well as a risk com-
mittee for the institution, I would argue that a stress test for that
institution and a risk committee would not have had value for that
institution.

Senator BROWN. Thank you.

Chairman SHELBY. Senator Heller.

Senator HELLER. Mr. Chairman, thank you, and thanks for hold-
ing this hearing on regional banks.

I also want to thank the banking agencies for being here, also,
for taking time and listening to our concerns.

Before I get started with my questions, I would like to find out
where that chart came from. Maybe I would ask the Ranking Mem-
ber

Chairman SHELBY. The source of it.

Senator HELLER. ——what is the source of this chart?

Chairman SHELBY. Senator Brown, I think he is directing this
question to you.

Senator BROWN. I am sorry. Yes. It came from Better Markets.

Chairman SHELBY. From what, now?

Senator BROWN. Better Markets.

Chairman SHELBY. It does not have where it came from.

Senator BROWN. I apologize for it not showing that.
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Senator HELLER. I mean, it is unusual to have a chart that is
passed around that has no validity.

" Senator BROWN. Well, it has got lots of validity. I apologize
or——

Senator HELLER. Well, the banking agencies themselves said it
had no validity to it.

Senator BROWN. Well, they had—we had talked to the Fed about
this and we——

Senator HELLER. I just hope it is not the practice of this

Senator BROWN. Well, I——

Senator HELLER. this Committee to pass around charts that
have no validity

Senator BROWN. ——do not think it has

Senator HELLER. ——nor does it have any source connected to it.

Chairman SHELBY. It is not the practice of the Committee. We
generally—I have never known anything that did not have a source
on it.

Senator BROWN. OK. I apologize for not putting the source on it.
It was—there were some slight problems with it, but not major
problems with it. I apologize for that.

Senator HELLER. All right.

Governor, can you explain to me, based on current standards, the
difference in the risk of a $49 billion bank and a $50 billion bank?
Why is a $49 billion bank less risky than a $50 billion bank?

Mr. TARULLO. Well, Senator, obviously, the risk of a particular
institution is going to depend substantially on the underwriting
practices and quality of capital of that particular institution. I
think if you are getting at the question of why a threshold at $50
billion, I mean, to a considerable extent lines do have to be drawn.
And, so, with respect to, as Comptroller Curry was explaining, the
supervisory portfolios that we all have, we do have these asset
thresholds to make sure that we are not requiring community
banks to do more than makes sense for them to do with their lim-
ited portfolios.

And, so, you draw a line at some point that seems sensible, but
there is not always in supervisory practice a radical difference.
There is a gradation of differences in what the expectations are.
There are some things that do vary when you cut across a line that
has been established in the statutory sense, like $50 billion. But,
let me just say——

Senator HELLER. Governor, let me ask you a question

Mr. TARULLO. Yes.

Senator HELLER. because I do not have a lot of time. You
floated the idea of raising that to $100 billion.

Mr. TARULLO. Mm-hmm.

Senator HELLER. Do you endorse that?

Mr. TARULLO. I endorse it in the sense that with stress testing,
in particular, I think that is the one area where the administrative
flexibility we have got seems not to allow us to do something that
we think is a win-win on all sides.

Senator HELLER. Do you think risk matters or size? Which mat-
ters more, measuring risk or the size of the capital

Mr. TARULLO. Well, the two interact with one another, obviously,
because the riskiness associated—the larger the institution, a given
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quantum of riskiness associated with that institution’s portfolio
will translate into a greater or lesser impact on the community and
on the country. So, you really have to take the two things together.

Senator HELLER. You mentioned in your testimony that there
was a lot of cost in these stress tests, a lot of stress to the agencies,
obviously, quite a bit for the banks themselves. Is there a better
way? Is there a better way that the Feds could be more trans-
parent, perhaps communicate better to these regional banks as to
what your expectations are?

Mr. TARULLO. Oh, I think we have got a substantial back and
forth with the community banks—excuse me, the regional banks.
We have frequent meetings at the supervisory level before, during,
and after the stress tests. With respect to this group, the $50 to
$100 billion group, we have met with them on several occasions
and will again once the supervisory letters go out to try to, to the
degree we can, to tailor things to make the expectations a little
clearer. So, sure, there is always more that can be done.

Senator HELLER. Just one more follow-up question, or just one
last question. Do you think it is necessary to have a new living will
every year if there are no material changes in a bank’s organiza-
tion?

Mr. TARULLO. Well, you do not necessarily have to have a new
one every year, and as Chairman Gruenberg was noting, we do
have a gradated set of requirements. I think for the largest institu-
tions, it is almost inevitable that there are going to be changes that
one wants to take into account on an annual basis, just the same
way we update stress tests and we update other things.

Senator HELLER. Governor, thank you.

Mr. Chairman, thank you.

Chairman SHELBY. Senator Warren.

Senator WARREN. Thank you, Mr. Chairman. Thank you all for
being here.

I agree with Ranking Member Brown, that while certain regional
banks may pose different risks than the too big to fail banks, that
Dodd-Frank already gives the Fed a great deal of discretion to tai-
lor its regulation and supervision to account for these differences.
Where there is discretion, I do not think Congress should take
away that discretion from the Fed and simply exempt certain large
regional banks from increased Fed scrutiny. That is a recipe for
missing the buildup of excessive risk in the financial system and
it reflects the kind of “let the banks run free” mindset that created
the last financial crisis. I just do not want to go there again.

Now, we have heard a lot today about ways to roll back Dodd-
Frank, but surely there are areas where we need to strengthen
Dodd-Frank to address new concerns or to address old problems
that were previously overlooked.

Governor Tarullo, are there specific steps that you think Con-
gress should take to strengthen or complement Dodd-Frank?

Mr. TarULLO. Well, Senator, there are certainly discrete areas
that would be worthy of consideration. Let me mention one, which
probably many of you read about in connection with the commod-
ities issues that have been looked at by this Committee.

You know, there is a provision, Section 4(0), of the Bank Holding
Company Act which exempts two institutions, essentially, from the
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restrictions on commodities activities that are generally applicable
to bank holding companies. This resulted from an anticipatory
grandfathering clause in the Gramm-Leach-Bliley Act. It basically
said, if any institution becomes a bank holding company at some
point in the future, they can continue to engage in all the commod-
ities activities they have been engaging in, and as all of you know,
two such entities did become bank holding companies as a result
of the crisis.

So, right now, those two firms are, by statute, allowed to engage
in the extraction and transportation of potentially highly combus-
tible materials with substantial risks associated with them. I think
it would be very much worth considering treating those two firms
the way we treat all other bank holding companies.

Another thing that certainly occurred to me when I was back
teaching banking law was that the structure of civil money pen-
alties that we have right now puts dollar limits on those civil
money penalties that are basically on a daily basis, you know, for
eﬁch day that you can find the violation, and there are two issues
there.

One, the caps had to be set by the Congress with smaller banks
in mind, obviously. So, the caps, particularly that middle tier cap,
is really quite low. I think it is $37,000 a day for certain forms of
safety and soundness problems where there was a recklessness as-
sociated with it. And, as you can imagine, that does not allow for
the kind of penalty that would have an impact on a much larger
institution. So, that is one issue.

A second related issue is it is not quite clear to me why a thing
should be calibrated on the number of days that the violation was
in place as opposed to the relative seriousness of it.

So, Senator, if the Committee was thinking in terms of discrete
changes on all sides, I think it would be worth revisiting that so
that our civil money penalty authority is effective for very large in-
stitutions.

Senator WARREN. Thank you very much, Governor Tarullo. I
hope that the Chairman will be looking into concerns about the
banks taking on more risks by speculating in commodities like alu-
minum and gold and oil, and also about increasing civil money pen-
alty caps as two more ways to try to reduce risk in the system.

Since the day Dodd-Frank was enacted, banks have been looking
for ways to chip away at it, roll it back. But, if anything, the last
5 years have shown that we need to strengthen our financial re-
forms. The too big to fail banks have grown bigger than ever and
banks take on new kinds of risks every day. Just last summer, the
Fed and the FDIC declared that if any one of 11 banks started to
falter, they would require a taxpayer bailout to avoid bringing
down the entire financial system. If Congress thinks enough time
has passed to reopen Dodd-Frank, then we should consider ways to
protect taxpayers and the economy, not grant give-aways that fur-
ther tilt the playing field toward the bigger banks and make our
financial system less safe.

Thank you, Mr. Chairman.

Chairman SHELBY. Thank you.

Senator Rounds.

Senator ROUNDS. Thank you, Mr. Chairman.
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I do not think there is a single community in the United States
today that can consider themselves to have an opportunity to grow
unless they have access to capital, to be able to borrow money, to
be able to magnify what they could otherwise do with the resources
at hand. We have got about 300 towns, small towns, in South Da-
kota. On a day-to-day basis, they are impacted by the availability
of their small town banks to be able to loan money.

If you look at what has happened since Dodd-Frank, there is a
continued concern expressed in many rural communities about the
additional cost of compliance, and that cost of compliance, while it
has been laid out because of a failure, I am not so sure that the
failure has occurred in the banks that serve many of our small and
regional communities. And, yet, we still talk about the need to
identify a particular $50 billion number as the right number.

I am just curious, when you take a look at it, and in this par-
ticular case, Governor, I would like to start with you, there is clear-
ly a need to consider the impact to the economy with the avail-
ability of credit versus the need to protect the financial system that
we have in place today. What is the impact—and you see this, you
have discussed it regularly—how is the growth in our economy
going based upon the ability of communities throughout the United
States to access credit, and is it being impacted by the reduction
in the availability of credit based upon the need for more capital
at the bank level?

Mr. TARULLO. Senator, it is obviously always a difficult matter
to disentangle all the causes of a particular phenomenon, but I
would say that at this juncture, the areas in which credit inter-
mediation has seemed a bit sluggish probably have as much to do
with demand for credit, meaning the relative amount of growth in
the economy, growth in wages, which produces consumer demand,
and the lingering effects of the crisis and the Great Recession,
which caused many households and businesses to have to repair
their own balance sheets where they had a lot of debt.

I think, actually, the efforts that the three agencies in front of
you have made to boost the capital of all of our banks will, over
time, provide a much sounder basis for providing that credit inter-
mediation because they are going to be strong and stable institu-
tions.

Marty was referring earlier to an institution that got itself in so
much trouble that it was not able to provide that credit intermedi-
ation long before the FDIC had to shut it down. They had already
reduced their activities. So, I think in that sense, we are headed
in the right direction.

The compliance cost issue that you note is a real one, though, for
the community banks, in particular. That is why I advocated that
the Congress adjust some of the limits on us in raising our small
bank holding company exception, and I was delighted that you
acted as quickly as you did in doing so. And, we will continue to
look for ways to reduce compliance burden on smaller institutions
that, again, just is not worth it for the safety and soundness bene-
fits. I think we are all looking to try to do that.

Senator ROUNDS. Gentlemen.

Mr. CURRY. Let me just elaborate on the cost and trying to elimi-
nate some unnecessary burden on community banks. That has real-
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ly been a focus of the three agencies, particularly in the EGRPRA
context that we are currently engaged in, where we are actually re-
viewing rules and regulations and statutes to see whether there is
an undue or unnecessary burden, particularly on the community
bank sector.

From a supervisory standpoint, we are constantly looking at our
community bank division at the OCC, and how we can do a better
job in supervising and being less intrusive and creating additional
direct and indirect burden reductions for small community banks,
particularly in rural areas.

We are also looking at how can we offer a means of reducing the
costs for necessary regulatory burden. The OCC issued a white
paper on the opportunities for coll